Introduction
Leveraged buyouts (LBOs) allow acquirers to fund investments more easily because the acquirers can use a target's assets to finance the acquisition. Having become more popular in the 1980s, LBOs have created a market for corporate control, which has increased pressure on existing management to focus on performance. 1 Although changes in a firm's capital structure and ownership can improve corporate governance and reduce taxes, thereby increasing the value of the firm, it also has the effect of transferring value from creditors to equity holders. 2 Over 5000 LBOs were completed from 2005 to 2007, creating a combined estimated firm value of over $ 1.6 trillion. They accounted for approximately 30% of the total number of LBO transaction that occurred from 1984 to 2007 and 43% of the total real dollar value of all leveraged buyouts during the same period. 3 In 2006 alone, LBOs accounted for approximately 25% of the dollar value of all mergers and acquisitions in the United States. 4 Although these figures are impressive, they are not surprising given the fact that when credit is inexpensive and the economy is expanding, highly leveraged LBOs can provide an optimal means of acquiring target companies. 5 The value of LBOs totaled more than $ 800 billion from 2004 to 2008, of which $400 billion occurred in 2007. 6 However, the recent financial crisis, caused in part by the dysfunctional banking industry and irresponsible lending, caused credit markets to tighten. 7 Risks that had accumulated on the balance sheets of major financial institutions during the credit and asset bubble became apparent and several financial institutions, such as Lehman Brothers, Bear Stearns and AIG, appeared to threaten the stability of the entire economy. As credit markets tightened rapidly, many companies acquired through LBOs were unable to refinance their debt in the ensuing recession, Despite the difficulty of predicting how many companies will file for bankruptcy, a study conducted by the Boston Consulting Group and IESE Business School suggests that approximately half of former LBO targets will probably be unable to service their debt within the next few years. 12 Given that debt maturities are expected to peak in 2012-2014, there is a distinct possibility that many companies will file for bankruptcy in the coming years if they are unable to secure lending to refinance their long-term debt.
LBOs that file for bankruptcy are routinely challenged under fraudulent transfer law, where plaintiffs allege that the LBO unreasonably reduced the target's liquidity and capital adequacy, saddled it with debt and was completed as a means of funneling company assets to both current and former shareholders. 13 These cases will bestow upon bankruptcy courts the responsibility and power of efficiently allocating billions of dollars to classes of creditors and clawing back 8 John H. Ginsberg 9 In re Lyondell Chem. Co., No. 09-10023 (REG) (Bankr. S.D.N.Y.). In 2007, Lyondell Chemical Company ("Lyondell"), formerly North America's third-largest independent, publicly traded chemical company, was acquired by Basell AF S.C.A. in a LBO. Lyondell and certain affiliates incurred obligations in the approximate amount of $ 20.7 billion, with fees amounting to $ 574.6 million and payments to officers, employees and other insiders amounting to $ 337.3 million.9 When Lyondell filed for bankruptcy in 2009, unsecured creditors sought to avoid the transactions or claw back payments that totaled more than $ 20 billion. 10 In re Tribune Co., No. 08-13141 (KJC) (Bankr. D. Del.) . In 2007 the Tribune Company was acquired through a LBO, in which the company incurred an additional $ 9 billion in debt as a direct result of the LBO. The LBO increased its total debt and contingent liabilities to approximately $ 14 billion, its assets being valued at $ 11 billion and the fees to lenders and other professionals totaling approximately $ 200 million. When the company declared bankruptcy in 2008, unsecured creditors attacked the LBO and sought to avoid the transactions or clawback payments that aggregate over $ 8 billion. 11 Since these cases will have a crucial impact on the overall economy, it is imperative that bankruptcy courts wield their authority and power in a predictable, fair, and consistent fashion.
In this paper, we will seek to understand (I) the nature of LBOs, (II) the fundamental mechanisms in place under fraudulent transfer laws and (III) the remedies available to creditors who have been harmed by a LBO. Once this has been achieved, we will explore (IV) the means by which Courts determine whether a firm is solvent pursuant to fraudulent transfer laws and (V) the potential shortfalls and issues inherent to this analysis before (VI) elaborating on a recommended method of analysis that can reduce uncertainty and return control of the analysis to the Court.
I. Understanding the Nature of LBOs
One of the most efficient means of taking a company private or acquiring a company for the Acquirer is through a Leveraged Buy-Out (LBO) because the Target 's assets usually finance the acquisition. Once acquired, the Acquirer usually seeks to increase the value of the Target rapidly through various strategies, such as lowering costs by improving efficiency or finding new profitable synergies, while decreasing its exposure to risk, before implementing a profitable exit strategy through an IPO. Although these strategies can increase the value of a company, they can also lead to bankruptcy. In order to understand the nature of LBOs, it is important to discuss (1) the structure of LBOs, (2) their purpose as a method of acquisition and (3) any potential shortfalls.
The Structure of LBOs
A leveraged buyout (LBO) is the acquisition of an asset or entity through one of three basic forms: (1) a direct sale to the buyer, (2) a cash merger with the buyer, or (3) a stock purchase by the buyer that may be followed by a merger.
has a lower cost of capital than the equity, the returns on the equity increase with increasing debt. Therefore, the debt essentially acts as a lever to increase a purchaser's returns on the investment, with the buyer paying the selling stockholders for their shares in order to acquire the target. Although the target is encumbered by large amounts of debt, the buyer incurs no liability for the debts. 17 At its core, a LBO is the purchase of an entity with borrowed funds secured by the entity's assets. 18 In most LBOs, the shareholders of a target company are interested in divesting their interests in the company, whereas the buyer, usually a private equity firm or a consortium of companies, seeks to purchase the target because it believes the target is underperforming or is undervalued. 19 For public companies, the buyer will need to make a tender offer for the target's outstanding shares, while the target retains an investment bank to conduct an auction in order to maximize shareholder value.
In order to complete the buyout, the acquirer follows several steps: (1) the acquirer creates a shell company strictly for the purpose of the acquisition, (2) then seeks a variety of financing sources, borrowing an amount that represents approximately 60-90% of the acquisition price and infusing 40-10% of its own equity, the loans being transferred to the target upon closing of the transaction. (3) The equity and the borrowed funds are used to purchase the shares of the target from the shareholders and (4) once the transaction closes; the lenders receive repayment obligations from the target and first priority liens on all the target's assets.
(see diagram hereunder for typical structure of an LBO transaction) 20 More complicated structures involve multiple tranches of debt, including variations within each tranche, with the Target issuing junk bonds to provide additional subordinated financing.
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Senior debt is often used to finance the bulk of the purchase price, with senior lenders receiving first priority liens on all of the target's assets to secure the target's obligation to pay. Within the senior debt tranche, there may be loans of varying terms, maturities, payment schedules, seniorities, and amortization.
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The capital structure may also include mezzanine lenders, which rely on junior liens or unsecured repayment obligations from the target at higher interest rates, and subordinated unsecured debt in multiple tranches.
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After the LBO, the target receives no direct benefit from the transaction but bears a sizeable debt load on collateralize assets that were previously unemcumbered. Moreover, a LBO significantly and negatively affects a company's capital structure by increasing the company's debt burden, which impacts the rights of the company's existing creditors if the company becomes insolvent. 24 Therefore unsecured creditors of the target are exposed to the increased insolvency risk without receiving any compensation for the increase in risk, while the acquirer, lenders and shareholders of the target receive the benefits of the LBO without sharing in the risk.
The Purpose of LBOs
The appeal of LBO transactions is that they give the acquirer the possibility to acquire a target for virtually nothing. If the LBO is entirely funded by debt, or if the acquirer is able to extract its 21 24 See, e.g., Mellon Bank, N.A. v. Metro Commc'ns, Inc., 945 F.2d 635, 645-46 (3d Cir. 1991) (where the court found that: "The effect of an LBO is that a corporation's shareholders are replaced by secured creditors. Put simply, stockholders' equity is supplanted by corporate debt. The level of risk facing the newly structured corporation rises significantly due to the increased debt to equity ratio. This added risk is borne primarily by the unsecured creditors, those who will most likely not be paid in the event of bankruptcy.").
cash shortly after the close of the transaction through dividends, management fees, or some other device, the acquirer benefits substantially from the transaction while incurring very little downside risk of loss. 25 Consequently, the acquirer has strong incentive to pursue risky strategies, such as mergers, divestitures or drastic cost cutting, which have a high probability of succeeding spectacularly or failing miserably. By contrast, normal corporate managers, who are generally not significant equity owners, might pursue overly conservative strategies to preserve their jobs or to protect the interests of stakeholders rather than just shareholders.
Acquirers typically decide to complete LBOs through a highly leveraged financing option because they: (i) lack the resources necessary to purchase the target; (ii) do not want to commit significant resources to the acquisition and/or (iii) lack the borrowing capacity to finance the acquisition.
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In return for the loans necessary to finance the transaction, the lenders receive a direct claim against the target company and a lien on the target company's assets.
From the perspective of the acquirer, the acquirer benefits from being able to acquire the target while only supplying about 10-40% of the purchase price. Moreover, the fact that the company was acquired through the use of debt results in significant tax savings because the interest payments are deductible from the company's income. 27 Therefore, the LBO is effectively subsidized by the cash flows paying down the debt because they would ordinarily have been taxed at either the corporate or shareholder level.
Other indirect benefits of the LBO are: (1) the target receives savings from going private, such as operational synergies and the costs caused by compliance with federal and state securities laws, (2) the target may benefit from new ownership and management's experience in cutting costs and improving cash flows and performance, (3) the remaining shareholders benefit more from any appreciation in the company's equity because benefits will be distributed among fewer parties, and (4) the new company is arguably more flexible at adjusting to yield short-term gains and may be able raise funds with greater ease than the target. 28 Provided that the company is able to continue to remain solvent and generate profits, the cashflows serve to repay the debt, reducing the acquirer's leverage. The acquirer may also receive fees that can make the transaction profitable, such as (1) transaction fees for putting together the acquisition, (2) annual management fees, (3) dividend distributions, and (4) fees when the target is sold, regardless of whether or not the target becomes insolvent following the acquisition. 29 Finally, the selling shareholders receive funds once the deal is closed. Since the shareholders no longer have a stake in the target, they are not exposed to the risk of insolvency caused by the leverage. 30 The investment banks arranging or underwriting the LBO receive their fees when closing and while the entities providing financing protect their loans through their security interests in the target-company assets, which is securitized and sold to other investors rather than held by the entity. 31 Therefore, once an LBO has closed, most entities have limited interest in the target's long-term solvency since they no longer bear any risk.
Although there is a risk that the buyer's leveraged investment will be lost in the event of insolvency, buyers, such as private equity funds, can reduce their risk by: (1) recouping their investment by taking out additional loans and distribute the proceeds to shareholder (dividend recapitalization) and (2) diversifying their risk of an aggregate leverage-induced insolvency across a portfolio of leveraged acquisitions and profiting off the successful LBOs. 32 Therefore, the acquirer effectively bares little risk in the transaction while benefiting from substantial gains.
The Potential Shortfalls of LBOs
Unfortunately, LBOs do not benefit all stakeholders equally, with the target's employees, unsecured creditors and future prospects bear most of the downside risks associated with the Target. 33 Due to the considerable debt burden that the target must service following the LBO, the target must invariably undertake a variety of cost-cutting measures, usually at the expense of employees, focusing on short-term prospects, with equity holders favoring high risk operational and financing decisions, as opposed to debt holders, whose upside is capped by the amount of their debt, tend to favor more conservative decisions. 34 However, there are disadvantages to cost cutting measures as one of the primary means of paying down the debt. This can hinder the overall prosperity of a community that depends on the Target for jobs and incite the Target's talented workers to seek offers from competitors that offer more job security. Moreover, since the Target's cash flows must be affected to servicing the debt, the new management is unlikely to replace operating assets or expend funds on repairs and maintenance. This will lead the Target's property and equipment to become outdated and remain in poor condition. Moreover, curtailing research and development expenditures will likely decrease future growth prospects and increase the likelihood that the Target loses market shares and becomes more inefficient.
For this reason, the LBO is an attractive acquisition method for the buyers, sellers and lenders alike, since they bear very little risk, but not for creditors. Entities such as employee pension plans, retirement plans, mutual funds, and other entities that manage funds belonging to millions of individuals may have purchased the target company's debt securities before the leveraged buyout. 35 They can only hope to be paid what they are owed, which is unchanged by the LBO, regardless of the inherent risk of insolvency. 36 As a result of these conflicting interests, debt holders try to constrain equity holders' and prevent them from undertaking too much risk through covenants, change-of-control provisions, and other mechanisms designed to protect them from a risky shift in management strategy. 37 LBOs greatly increase target-company indebtedness, and the need to service debt is an inflexible demand on the target's cash-flow, increasing risk of the target becoming insolvent. 38 Since the lender nearly always assumes a senior lien position, the lender is limited in so far as it is under-secured. 39 The target's unsecured creditors are exposed to the increased risk of the target's insolvency involuntarily and without prospect of reward.
Essentially, unsecured creditors (1) are not party to the LBO, (2) have no good proxy among the parties and (3) absent legal recourse, they may be unable to negotiate protection against uncompensated harm.
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The target's management may have made a series of failed decisions that were aggressive, risky and short-term oriented, including firing employees and reducing investment in research and development, repairs and maintenance. 41 These decisions were detrimental to the company's business and operations because, though cash flow was increased, these funds were not reinvested in the company. 42 In the event that revenues stop growing and cash flow contract, companies acquired through a LBO may be unable to service their debt.
Once in bankruptcy, the company's assets are usually encumbered by liens, which were given to secure the financing for the LBO. The only viable option for unsecured creditors who refuse to accept an overwhelming loss on their investment is to invoke fraudulent transfer law and attack the LBO that precipitated the company's collapse. incorporated into state statutes and into the Bankruptcy Code, 44 offers a potential remedy to unsecured creditors harmed by excessive risk-externalization in leveraged buyouts. 45 If the LBO directly caused the bankruptcy, then the LBO will be considered as a fraudulent transfer, in so far as the Target gave assets of value but did not receive anything of equivalent value in exchange. 46 A fundamental principle of corporate and bankruptcy law is that creditors should be paid before Ownership. 47 Since an LBO can effectively short-circuit that principle fraudulent transfer law protects creditors by giving them a way to avoid the LBO. 48 Creditors will argue that the leveraged buyout represented a fraudulent transfer because management essentially authorized the company to overpay for its outstanding shares. This overpayment left the company insolvent or with unreasonably small capital to operate; the only equitable result being to unwind the leveraged buyout and recover the fraudulently transferred funds. 49 Therefore, unsecured creditors need effective fraudulent transfer law to deter and remedy excessive riskexternalization in LBOs.
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II. Fraudulent Transfer Law
Many states have enacted the Uniform Fraudulent Transfer Act (UFTA), 51 which provides that: "(a) (1) the trustee may avoid any transfer […] incurred by the debtor, that was made or incurred on or within 2 years before the date of the filing of the petition, if the debtor voluntarily or involuntarily (A) made such transfer or incurred such obligation with actual intent to hinder, delay, or defraud any entity to which the debtor was or became, on or after the date that such transfer was made or such obligation was incurred, indebted; reasonably equivalent value in exchange for such transfer or obligation; 53 and (ii) (I) was insolvent on the date that such transfer was made or such obligation was incurred, or became insolvent as a result of such transfer or obligation; (II) was engaged in business or a transaction, or was about to engage in business or a transaction, for which any property remaining with the debtor was an unreasonably small capital; (III) intended to incur, or believed that the debtor would incur, debts that would be beyond the debtor's ability to pay as such debts matured; or (IV) made such transfer to or for the benefit of an insider, or incurred such obligation to or for the benefit of an insider, under an employment contract and not in the ordinary course of business." 54 Therefore, a plaintiff may avoid a transfer if there was (1) actual intent to hinder delay or defraud or (2) the target received less than reasonably equivalent value and the Target (i) was or would become insolvent as a result of the transfer, (ii) was left with unreasonably small capital, (iii) incurred debts that the target would be unable to service or (iv) made the transfer with the intention to benefit an insider.
Although most courts have found that leveraged buyouts are not fraudulent transfers, at least some courts have been willing to evaluate these transactions as potentially fraudulent.
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These cases and others have led some writers to conclude that an animating purpose of fraudulent transfer law is to regulate the permissible degree of riskthat debtors can take with funds they obtain from creditors.
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In order to fully understand the impact of the UFTA, we will discuss how the UFTA considers (1) intentional fraud, (2) equivalent value and (3) constructive fraud.
Intentional / Actual Fraud
Section 548(a)(1) of the Bankruptcy Code permits avoidance if the transferor made such transfer or incurred such obligation with actual intent to hinder, delay, or defraud any entity to which the debtor was or became … indebted … .  Pursuant to the Bankruptcy Code provisions, it is the debtor's intent, actions or knowledge that are play a crucial role in determining whether there was actual fraud. 58 As such, a Trustee need only show evidence of the debtor's intentions for actual fraud to avoid the transfer.
59
For example, in a Ponzi scheme bankruptcy, a trustee should be able to easily prove that nearly every transfer was made with the intent to commit fraud since it is inherent in the very nature of a Ponzi scheme, in so far as the investments from later investors are used to pay earlier investors in order to attract new investors. 60 Therefore, in Ponzi scheme bankruptcies, the trustee's avoidance actions are usually brought as actual fraud actions, rather than constructive fraud actions. However, not all bankruptcies are as straight forward as Ponzi schemes and determining the extent of the knowledge and intent of directors, officers and other agents is a daunting task.
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It can be very difficult to prove beyond reasonable doubt that there was an actual intent to defraud, therefore intent must ultimately be deduced or inferred from actions taken by the individuals involved.

For example, a general strategy which involves stripping a debtor of its assets without regard to the position of creditors can be sufficient for a court to determine that there was an intentional fraud.

As a result of the inherent difficulty of determining intent, bankruptcy courts have, on occasion, determined that an intentional fraudulent transfer occurred despite finding that there was a genuine fraud.

In evaluating the transferor's actions, courts will consider the existence of any elements of fraud, such as (1) the value of the consideration received by the debtor; (2) the nature of the relationship between the debtor and the transferee; (3) whether the debtor was insolvent at the time of the transfer or became insolvent shortly after the transfer was made or the obligation was incurred; (4) whether the debtor retained possession or control of the property transferred once the transfer occurred; (5) whether the transfer encompassed substantially all the debtor's assets; and (6) whether the transfer or obligation was disclosed or concealed.
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Although the Bankruptcy Code's provisions on fraudulent transfers are similar to those of the UFCA, they contain some significant functional differences. 

Section 548(c) protects a transferee who receives a fraudulent transfer by allowing the transferee to retain value equivalent to the value the transferee exchanged for the transfer as long the exchange was made in good faith. 69 As such, the Bankruptcy Code's fraudulent transfer provisions protects a transferee up to the amount of value it gave in good faith, regardless of whether the transfer occurred under constructive and actual fraud. In such circumstances, the trustee will need to prevent the transferee from demonstrating that the transferee gave value to the debtor in good faith in order to avoid the transfer. Consequently, the analysis for determining whether a trustee can avoid a transfer is similar to the analysis for recovering under constructive fraud pursuant to the UFCA. 
Related Entity Loan & Equivalent Value
A transfer must be for less than "reasonably equivalent value" to be a constructive fraudulent transfer under Code § 548(a)(1)(B) and under uniform state fraudulent transfer laws. 71 The Code does not define the term "reasonably equivalent value" and courts have generally employed a case by case approach to its determination, moving away from a mathematical or percentage test.
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"Reasonably equivalent value is typically considered to be the value of the asset on the date of the transfer from the perspective of the creditors" 73 The proper valuation of an asset for purposes of determining reasonably equivalent value is the amount which can be realized from the assets within a reasonable time and not upon immediate trustee may recover the full amount paid a Ponzi scheme investor unless the investor can establish . . . that it received payments from the scheme "for value and in good faith.")). 69 See UNIF. FRAUDULENT CONVEYANCE ACT § 3. As mentioned, under the UFCA, a transferee would have to prove lack of knowledge as well as fair consideration to keep the value it exchange for an actual fraudulent transfer. See id. at § 9. Craig T. Lutterbein "Fraud and deceit abound, but do the bankruptcy courts really believe everyone s crooked: the bayou decision and the narrowing of good faith. 8 Am. Bankr Factors to be considered include (1) good faith of the parties, (2) the difference between the amount paid and the fair market value, (3) the percentage of the fair market value paid, and (4) whether the transaction was arm's length. 76 Fraudulent transfers may occur in related loans, such as "upstream" loans and "cross stream" loans because the borrower may not have received fair equivalent value for the obligation to repay the secured debt that it incurred. 77 In "upstream transactions, the loan proceeds are disbursed to the parent corporation of the borrower or the lender, and in "cross-stream" transactions, the loan proceeds are distributed to a "sister" entity. These loans may fall under the scope of fraudulent transfer laws because the borrower incurs a debt and has likely used its assets as collateral for the debt despite not retaining any the proceeds from the loan. 78 The same concern is present in "upstream", "downstream" or "cross-stream" guarantees, where a company guarantees a loan taken by its parent corporation, a subsidiary or a sister entity, by pledging its assets without retaining the proceeds. 79 Although these intercorporate guarantees are common because of the benefits they create for both the borrower and lender, they may be challenged as fraudulent transfers because the guarantor is not directly benefiting from the loan proceeds. In the event that the guarantee results in the guarantor's insolvency, the transaction may be subject to attack as a fraudulent transfer. 80 Courts have recognized that these guarantees are usually legitimate business transactions and are not intended to frustrate creditors. 81 Accordingly, even when the guarantor has not received a direct economic benefit, Courts performing a fraudulent transfer analysis have sought to uncover whether the guarantor received indirect benefits from the guarantee because it was part of a properly functioning corporate entity. 82 However, courts will not recognize an indirect benefit unless it is "fairly concrete." ) (company that was not a going concern but rather was at "death's door" had no good will that should be taken into account in considering whether defendant paid reasonably equivalent value); EBC I, 380 B.R. at 362-63 (agreement had no value to the eventual debtor at the time of the transfer where the company was in "dire financial straits" and had ceased operations); cf. Debts and guarantees incurred by the borrower solely for the benefit of third parties are presumed to not be supported by a reasonably equivalent value. 84 Therefore, constructive fraudulent transfer law essentially recognizes that an unpaid creditor suffers the same harm regardless of whether the debtor has intentionally given away its assets in an attempt to inhibit collection or the debtor is unable to pay its debts as they mature due to the debtor's negligence. 
Constructive Fraud
Instead of attempting to determine the intent of the parties, constructive fraud focuses on the economics of the transaction. Section 548(a)(1)
86
It should be noted that only the third element involves knowledge or intent of fraud with regard to the financial condition of the debtor.
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Although the code suggests a standard based on subjective intent, courts have held that intent can be inferred where the facts and circumstances surrounding the transaction show that the debtor could not reasonably have believed that it could pay its debts as they matured.
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In evaluating the fair value of a company's assets for purposes of determining solvency, the court must first determine if the assets should be valued on a going concernbasis or a liquidation basis.
89
In the context of a LBO, the going concern basis will be appropriate. . 90 Courts will consider a variety of factors to determine if, at the time of the transaction or shortly thereafter, the company was conducted with the intention that it would be a going concern. See In re EBC I, Inc., 380 B.R. at 355 determine going concern value, courts rely on the debtor's balance sheet at the time of the transaction and then adjust the book value of the debtor's assets to reflect the assets' market value. 91 Many courts also take into account intangible assets not carried on the debtor's balance sheet, including good will. 92 Assuming that the court finds that the debtor had sufficient capital to fund operations, the court will then consider how long the debtor was able to do so. 93 The amount of time between consummation of the leveraged buyout and the debtor's bankruptcy filing is relevant, in so far as courts are less likely to collapse a LBO the longer the interval.

An insolvency occuring shortly after the LBO will tend to comfort the view that, even if the debtor was not insolvent at the time of the transaction, the debtor was left with unreasonably small capital. 95 Although there is not clear definition of what constitutes a short interval, courts have considered intervals as long as three and a half years to be short because an inadequately capitalized company may be able to stagger along for quite some time, concealing its parlous state or persuading creditors to avoid forcing it into a bankruptcy proceeding … .  Courts will generally conduct a cash flow analysis of the debtor at the time of the LBO and compare the results with an evaluation of the debtor's debts that existed when the LBO was completed and those that the debtor intended or was reasonably likely to incur in the foreseeable future. 97 Furthermore, courts will consider the market pricing of the debtor's debt (to evaluate the market's view of the debtor's risk of default) in an assessment of whether the debtor had more difficulties in meeting its financial obligations after the leveraged buyout.
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III. Remedies & Shareholder Defenses
If the lenders and borrowers do not carefully plan the LBO, the target of an LBO may be unable to bear the debt burden and will be forced to declare bankruptcy. before shareholders. 100 However, it is possible that, by the time the Target has declared bankruptcy, the shareholders have received most of the Target's assets and secured creditors have secured liens on the remaining assets while unsecured creditors are left with nothing. In this respect, fraudulent transfer law and bankruptcy law serve to protect unsecured creditors and preserve the hierarchy of priority in the event of bankruptcy.
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Although courts have relied on these laws to (1) avoid fraudulent transactions and (2) collapse related transaction that, when combined, constitute fraudulent transactions, they have also (3) shielded from avoidance powers payments made to shareholders.
Avoidance of the Transaction
In an effort to bring funds into the bankruptcy estate, creditors are likely to rely on fraudulent transfer law to attack the LBO that precipitated the debtor's insolvency. The primary remedy for creditors under fraudulent transfer law is the "avoidance of the transfer or obligation to the extent necessary to satisfy the [harmed] creditor's claim.   Bankruptcy law requires that all classes with higher priority be paid in full (the creditors) before lower priority claims or interests, such as shareholder, receive payment. 103 This means that creditors should be paid before shareholders. Shareholders may realize that in the event of bankruptcy their chances of recovery are unlikely and attempt to siphon away funds to themselves or third parties to the detriment of the creditors. Therefore, the Bankruptcy Code recognizes this potential for abuse and provides avoidance of the transfer as a remedy to maintain the hierarchy between claims of creditors and interests of shareholders.
Avoidance powers can be found in several sections of the Bankruptcy Code.
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Under § 544 (the strong armstatute), a trustee can assert claims based on applicable state law to avoid a transfer incurred by the debtor, in the event that state law would permit an unsecured creditor to avoid the transfer.
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Most states have incorporated fraudulent transfer law into state law, using the Uniform Fraudulent Transfer Act (UFTA) or the Uniform Fraudulent Conveyance Act (UFCA) as the main foundation. 106 Although the terminology of the two acts is slightly different, the application is substantively the same in so far as it allows a creditor to void any fraudulent transfer based upon actual or constructive fraud. 107 Therefore, in the event of a bankruptcy, a party seeking to avoid a fraudulent transfer can rely on either §548 of the Bankruptcy Code or applicable state law. 108 Moreover, whereas the Bankruptcy Code provides that a transfer or obligation can only be avoided if it occurred or was incurred on or within two years prior to the petition date, the statute of limitations under state fraudulent transfer law can range from four to seven years after the transfer. In some instances, the transfer can be avoided, within one year after the transfer was or could reasonably have been discovered by the claimant. 109 Therefore, the fact that parties can rely on both the Bankruptcy Code and the state fraudulent transfer law can prove to be a valuable asset for creditors.
Both the Bankruptcy Code and the UFTA provide Courts with broad freedoms in selecting remedies.

The statute does not limit avoidance to the extent the debtor received less than reasonably equivalent value. 111 When courts determine that the LBO involved a fraudulent transfer, their power to avoid the transfer may include: (1) stripping secured LBO-lenders of their liens; (2) recovery of loan payments made to bank lenders; (3) subordination or disallowance of LBO-lenders' claims; and recovery of (4) fees paid to professionals in connection with the LBO (this includes bonuses, stock awards or dividends), (5) all dividends paid immediately before the sale closed, (6) any transferred assets to the bankruptcy estate or payment to the debtor's bankruptcy estate of an amount equal to the avoided transfer. two acts) . Essentially, the UFCA allows constructively fraudulent transfers to be avoided if not for "fair consideration" rather than the UFTA's and Bankruptcy Code's "reasonably equivalent value." This difference allows transfers to be avoided under the UFCA that would not be avoided under the UFTA or the Bankruptcy Code because "fair consideration" has a "good faith" component whereas "reasonably equivalent value" does not). 108 Section 544(b) of the Bankruptcy Code allows a debtor or a trustee in bankruptcy to avoid a transfer by the debtor or an obligation incurred by the debtor if a creditor holding an allowed claim could avoid the transfer or obligation under "applicable law,"including state law. 11 U.S.C. § 544. 109 111 As a means of balancing out what may be an inequitably harsh result, section 548(c) affords the transferee a lien or the right to retain an obligation "to the extent that such transferee or obligee gave value to the debtor in exchange for such transfer or obligation." Further, the monies gained from the remedies process become part of the debtor's bankruptcy estate and will usually be distributed in large part to unsecured creditors. If unsecured creditors are paid in full, any remaining funds will go to the company's equity holders, who often times are the very shareholders from whom the monies were retrieved. See Therefore, avoidance essentially allows the trustee to recover from the initial transferee or, in certain circumstances, from a subsequent transferee or shareholder. In light of the risks and uncertainty involved in an LBO, lenders can avoid fraudulent transfer litigation by being aware of the elements of a fraudulent transfer claims, understanding their purpose and structuring the LBO in a way that avoids or reduces the likelihood of fraudulent transfer litigation.
Collapsing Related Transactions
LBO can involve multiple transfers of assets between parties, with each transfer being a legitimate transfer when taken alone. However, these transfers, when combined, may shed light on a transfer that falls under the scope of fraudulent transfer law. Although courts may consider LBOs as legitimate transactions when they are untainted by clear elements of fraud, the majority of fraudulent transfer case law has revealed that most courts will collapse the related transactions of a LBO into a single transaction. 113 In United States v. Gleneagles Investment Co., 114 as part of a LBO, the target corporation used its assets as collateral in exchange for a loan. The proceeds of the loan were then loaned to the acquirer, who used the loan to purchase the target's stock. The LBO was challenged under both the actual and constructive fraud provisions of Pennsylvania's fraudulent transfer law. The court concluded that the collateral granted by the target to the lenders constituted both constructive and actual fraud because the target did not receive a reasonably equivalent value for the loan. 115 The court analyzed the reasonably equivalent value test by evaluating the impact of the entire transaction on the creditors of the target rather than focusing solely on the individual transactions. 116 Although "the borrowing companies appeared to receive fair consideration from the lender" in the initial stage of the transaction, the court collapsed all of the related transactions into one transaction and determined that the target had not retained sufficient loan proceeds to constitute adequate consideration for the collateral granted to the lender. 117 The court also noted that the target and its creditors had incurred huge secured debts despite not retaining benefits from the loan, thereby jeopardizing the target's ability to service the company's debt as it matured. On appeal, the Third Circuit upheld the district court's decision and its "collapsing" of the related transactions, holding that the lender knew that the loan proceeds would ultimately be transferred to the selling shareholders at the expense of the target entity. 118 However, in Kupetz v. Wolf, 119 the court determined that a sale of a business through a LBO was not a fraudulent conveyance. In its reasoning, the court noted four factors that were central to its decision: (1) there was no evidence existed that the defendant shareholders intended to defraud the corporation, (2) the selling shareholders were not aware of the acquirer's plan to finance the purchase through an LBO, (3) the bankruptcy trustee did not represent any creditors whose claims arose prior to the date of the LBO and who did not have an opportunity to evaluate the effect of the LBO on them specifically, and (4) the transactions that were involved in the LBO appeared to reflect a straight sale, as opposed to a redemption by the corporation of its own stock. 120 In Wieboldt Stores, Inc. v. Shottenstein, 121 the court applied the analysis of both Kupetz and Gleneagles to a LBO, dismissing a complaint against the debtor's shareholders who were not insiders or controlling shareholders. The court noted that both Gleneagles and Kupetz focused on the parties' knowledge and intent regarding the transaction, distinguishing "outsider" shareholders from insider shareholders because the former were unaware that the LBO encumbered all of the debtor's assets, that the assets transferred to the shareholders belonged to the debtor or that the debtor was insolvent prior to the transaction and would be rendered further insolvent by the transaction. 122 Consequently, although courts have been inclined to view LBOs as legitimate business transactions, they still entail substantial risk with respect to the reasonably equivalent value element of the fraudulent transfer test. Therefore, it is important for lenders to carefully analyze (1) whether the Target is solvent, (2) whether it will be rendered insolvent by the contemplated transaction and (3) whether it will be adequately capitalized and be able to service its debts as they mature.
Settlement Payments Exception
If the lenders and borrowers do not carefully plan the LBO, the company may be unable to bear the debt burden and will go into bankruptcy. Once in bankruptcy, the debtor's assets are subject to clear distribution priorities in which secured creditors are paid before shareholders. To protect creditors and to preserve the hierarchy of priority, bankruptcy law employs avoidance powers designed to restore to the creditors the value of fraudulent transfers made on the verge of bankruptcy.
However, three recent decisions by federal appellate courts impede bankruptcy avoidance powers, allowing the shareholders to siphon cash away from an entity on the verge of collapse. 123 Broadly interpreting the literal language of Bankruptcy Code § §546(e) and 741(8), these Court determined that payments made to selling shareholders in connection with a LBO qualify as settlement payments". This interpretation of the Code effectively shields from avoidance powers payments made to shareholders in connection with LBOs. 124 Congress originally enacted this exception to protect the securities market from the impact of the bankruptcy on the clearing systems for publicly held stock. 125 The sale of publicly held stock is a complex process, regulated by governmental and non governmental entities, with numerous actors and intermediaries whose guarantees add reliability and certainty to a process that is not instantaneous. 126 The system depends on these guarantees and the bankruptcy of one of the parties to the process threatens the integrity of the entire system. Consequently, allowing a trustee to recover from one of the participants would impact the entire system and risk bringing it to a halt. 127 In holding that § §546(e) and 741(8) immunize shareholders' LBO payments from fraudulent transfer claims, these courts disregard the fact that the LBO left the company insolvent or with inadequate capital to pay its debts. Many failed LBOs are the result of irresponsible lending and borrowing without well-developed business and financial strategies, which contributed, in part, to the current financial crisis. Stripping the bankruptcy trustee or debtor of avoidance powers for payments to shareholders in connection with an LBO potentially encourages poorly planned LBOs and may facilitate funneling cash away from failing companies to the detriment of the creditors. 128 The application of the settlement payment exception is problematic because of the contradiction between the broad literal wording of the exception and its narrow legislative purpose. The language of the statute is quite expansive and arguably exempts all stock transactions from avoidance, while the legislative history indicates that the statute meant to protect only the market for publicly traded stock.
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This inconsistency has caused courts to reach different results when analyzing the settlement payment exception.
The three recent appellate decisions expand the scope of § 546(e) to shield consideration received by former holders of private stock in an LBO, which in effect shields all LBOs from avoidance. 130 publicly held stock, 131 and the narrowest reading of the settlement payment exception limits its protection to intermediaries in the clearing and settlement system, i.e. stock brokers and clearing houses.
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Although all courts agree that a trustee cannot recover from the market intermediaries, the circuit split over shareholders creates additional market uncertainty. 133 During the last ten years, the Second, Third, Sixth, Eighth, and Tenth Circuit Courts of Appeals have adopted a literal reading of the section's language and have granted former shareholders of privately held companies the protection they seek. 134 The Eleventh Circuit Court of Appeals and the majority of bankruptcy courts have contemplated the policy considerations behind the section and refused to apply the section in a manner that they believe undermines Congressional intent. The Supreme Court has failed to resolve this circuit split. 135 In the upcoming years, companies acquired through leveraged buyouts in the last decade will begin to default on their debt obligations in significant numbers. Many of these companies will be unable to rely on the credit markets and will seek the protection of the bankruptcy courts. As this dynamic emerges, the uncertainty regarding the application of section 546(e) will lead to excessive delays and the expenditure of significant resources on litigation and creditor negotiations.
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In response to such creditor suits, defendant-shareholders of privately held corporations have increasingly argued that section 546(e) of the Bankruptcy Code exempts Settlement Payments from fraudulent transfer law and effectively creates a shield that precludes courts from deciding suits on the merits.
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IV. Constructive Fraud Solvency Analysis
Although constructive fraud represents a marked improvement over the typical elements of fraud, it only partially succeeds in reducing uncertainty and inconsistency. Constructive fraud statutes enables bankruptcy courts to develop methodologies for measuring solvency capitaland adequacy based on the solvency analysis and valuation that were used by financial professionals. To establish a constructive fraudulent transfer claim, plaintiffs must prove that (i) the transfer was made for less than reasonably equivalent valueand (ii) that the debtor was either: (1) insolvent at the time of the transfer (Insolvency Test); (2) had unreasonably small capitalfor any business in which the debtor was engaged or was about to become engaged (Capitalization Test); or (3) intended to incur or believed that that it would incur debts beyond the debtor's ability to pay as such debts matured  (Discounted Cash Flow Test). Even if reasonably equivalent value was not received, there will be no constructive fraudulent transfer unless one of the three solvency tests is also failed.
Insolvency/Liquidity Test
The insolvency test of the Bankruptcy Code § 548(a)(1)(B)(ii)(I) focuses on whether the transferor was insolvent at the time of, or became insolvent as a result of, the transfer. Under the Code, 141 a debtor is insolvent when the sum of its debts is greater than all of its assets, at a fair valuation.
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This is frequently referred to as the "balance sheet" test. Fair valuation has been construed to refer to the fair market value of the debtor's assets and liabilities within a reasonable time of the transfer.
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Insolvency is a question of fact to be proved by the trustee by a preponderance of the evidence. There is no presumption of insolvency in a § 548 action.
144
Since it is often difficult to obtain concrete evidence of a debtor's insolvency, courts will generally permit a party to use the debtor's schedules, unaudited balance sheets and pre-petition financial statements as evidence. Parties seeking to unwind large-scale LBOs tend to have little difficulty establishing that the target company did not receive reasonably equivalent value and collapsing the deal.
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Exempt assets are explicitly excluded from the calculations as well as any property which could be the subject of a § 548(a) action.
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Corporate goodwill is an "asset" of an operating company that can be considered if there is strong evidence as to its existence and value. 148 Some courts have been willing to treat projected cash flow, such as orders in hand, as an asset where a company is balance sheet insolvent, although this view has not been highly adopted.
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Under this analysis, a company that had a negative net worth would not be insolvent if its business operations were expected to produce "sufficient cash to pay off its debts as they matured. 150 Furthermore, when certain assets of the debtor are not easily liquidated, their face value should generally be discounted.
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The liquidity analysis focuses on whether a debtor has sufficient cash to repay debt and continue as a going concern. It focuses on cash on hand and predictable future sources and uses of cash. The analysis often includes expected future ability to borrow as a source of cash.
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In addition, courts will often consider a debtor's value independently of its liquidity. could theoretically have a high net worth, yet be unable to pay its debts as they become due or continue operations because the debtor has limited access to cash. The courts require a liquidity cushion capable of withstanding reasonably foreseeable setbacks, but not any and all setbacks. 154 While this standard may seem prudent, in practice it introduces tremendous uncertainty and potential for hindsight bias. 155 The majority of case law indicates that the correct time at which to determine the insolvency of the debtor is the date on which the transfer is deemed to have occurred under § 548(d)(1). 156 However, the court is allowed to take into account subsequent events and evidence, so long as that evidence bears on the question of solvency at the time of the transfer. 157 While the logic behind the insolvency requirement seems plausible when a debt is 100% certain to come due, it breaks down when the obligation to pay is contingent upon a future event that is correlated with the firm's insolvency risk. In that case, the firm does not have to be insolvent now for its managers to anticipate that it will be if the liability ever comes due. 158 Therefore, a fraudulent transfer doctrine that applies an insolvency requirement to contingent debts will be badly underinclusive, omitting several instances where opportunism may arise. 
Capitalization Test
The Capitalization Test in Code § 548(a)(1)(B)(ii)(II) involves an analysis of whether the target in an LBO was left with unreasonably small capital.A transferor is left with unreasonably small capitalif it was reasonably foreseeableat the time of the transfer that the transferor would be left with insufficient cash-flow to sustain operations, considering all sources of operating capital, including loans and sales of assets unnecessary to operations. 160 the Code does not define "unreasonably small capital," it must be understood that unreasonably small capital is not the equivalent of insolvency and generally is a financial condition short of insolvency. 161 Determining whether a business has unreasonably small capital requires an objective assessment of the companies' financial projections. 162 The critical question is whether the projections are reasonable in light of the relevant data (such as cash flows, net sales, gross profit margins and net profits and losses). Since projections tend to be optimistic, their reasonableness must be tested by an objective standard anchored in the company's actual performance history. 163 However, reliance on historical data alone is insufficient. The projections must also account for difficulties that are likely to arise, including interest rate fluctuations and general economic downturns, and some margin for error. 164 Moreover, the test for unreasonably small capital should include all reasonably anticipated sources of operating funds, which may include new equity infusions, cash from operations, or cash from secured or unsecured loans over the relevant time period. 165 Defendants in a fraudulent transfer claim can bolster their case if they can demonstrate why the Company failed and that the reasons were not in contemplation when the transfer occurred. Unfortunately, this test falls short of providing a certain remedy for creditors because it is too vague to enable aggrieved unsecured creditors to confidently predict the outcome of litigation. 167 It Experts need to be hired to conduct forensic financial analysis of whether insolvency was reasonably foreseeablewhen the buyout closed, considering: (a) the company's historical performance, (b) the terms of the buyout loans and (c) all foreseeable risks faced by the company. 168 There is great and inherent uncertainty in projecting the future of a business operating in the marketplace, a complex system involving interactions among a great many variables, many of which can themselves be projected only with a high degree of uncertainty. 169 The inherent uncertainty, combined with ambiguity in the law, makes the question before the court exceedingly difficult to resolve, even with the benefit of expert witnesses' analyses. Trials in these cases are long and expensive. 170 For instance, the law fails to define the percentage of likelihood of insolvency at which point the transfer is considered fraudulent or the period of time over which the likelihood of insolvency is to be determined. Even if such a percentage threshold or scope of time were defined, the test remains impracticable because of the difficulty in determining whether a company hit such a threshold and the fact that, when confronted with a set period of time, LBO lenders concerned about facing fraudulent transfer claims in the event of insolvency have incentives to nurse the company until the statutory limitation periods has lapsed.
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In Boyer, the Seventh Circuit expressed skepticism of judicial decisions indicating that a reasonable periodmay be only a year, upholding a decision that held than an LBO that led to bankruptcy after three-and-a half years was a fraudulent transfer.
172
Although extending the test period makes the test more creditor protective, it also decreases the foreseeable element necessary to prove a fraudulent transfer. insolvency was reasonable foreseeable, then the test must use limit its scope to a projection period where the projections are reasonably reliable or the potential insolvency is no longer reasonably foreseeable.
One might consider that the proper balance might be struck with a test period that extends through the year of the transaction and five years thereafter, thereby extending the test period to encompass the four-year peak default period of LBO-debt. 174 However, if the period is too long and encompasses the company's refinancing period, is it reasonable to consider that the LBO was the cause of the insolvency?
Cash Flow Test
The Cash Flow Test is contained in Code § 548(a)(1)(B)(ii)(III) and involves an analysis of whether the debtor "intended to incur, or believed that the debtor would incur, debts that would be beyond the debtor's ability to pay as such debts matured." 175 Important factors include the debtor's general financial situation and stability at the time of the transfer, the debtor's ability to obtain credit or operating capital with which to pay debts, and knowledge and awareness of an impending financially unstable condition.
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More importantly, the Cash Flow Test provides valuable insight into how courts, companies and plaintiffs derive their final projections through discounted cash flow (DCF) analysis. DCF has three primary components: (1) forecasts of future cash flows of the debtor for a given period; (2) a terminal value used to limit the necessary projection period; and (3) a estimated discount rate that is used to convert future cash flows and the terminal value into their present value.
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Cash flows are normally projected for a limited number of years.
178
Cash flows beyond the explicit projection period are accounted for through a more loosely estimated terminal value,based on an assumed constant perpetual growth rate or some form of multiples analysis.
future state of a debtor's business. 181 As such, they are subject to error and are fundamentally subjective.
Discount rates are used to convert future cash flows into their present values. Future cash must be discounted because cash today is more valuable than cash in the future. This is because cash today can be invested and will grow over time and cash in the future is subject to uncertainty as a result of risk and inflation. 182 The use of discount rates is an attempt account for the risk inherent with future cash flows by reducing the value of those cash flows.
183
The terminal value is relevant to a static, balance sheet view of solvency, but not to a dynamic cashflow view.
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Since forecasts become more and more uncertain for each additional year that is projected, it is more accurate to make forecasts for several years before estimating the cash flows beyond this period as a terminal value, which usually depends on the cash flows projected in the last period of the explicit forecast, the discount rate and the perpetual growth rate. 185 Essentially, the company is being valued as a perpetuity using the Gordon Growth Model. Consequently, we have the following equation:
Where, C 0 is the current cash flow, PV is the present value, C t is the cash flow at year t and r is the discount rate. The terminal value is equal to following equation, where g is the long-term cash flow growth rate:
V.
Issues with current Solvency Tests LBO waves are usually very prominent in times of easy credit and end up being broken by recessionary periods. Although recessions are a recurring phase of the modern economy, recessions are arguably very difficult to foresee when the economy is expanding. This difficulty is compounded by the fact that, with globalization, the world economy is more and more interconnected and a recession can potentially start anywhere in the world. Therefore, it is questionable whether cash flow insolvency is reasonably foreseeable at the time of the transfer when there are specific conditions precipitating the insolvency that are unforeseeable.
Moreover, financial analysis is derived from quantitative values, which are largely dependent on subjective judgments. 188 Although investors can disagree over value or which value should be used as inputs, in the context of litigation, where experts are motivated to serve the interest of the parties who pay their fees, experts often come to very different and conspicuously self-serving conclusions. 189 Unfortunately, the methods that bankruptcy courts have traditionally used to adjudicate fraudulent transfer claims have at times led to inconsistent, unpredictable, and inadvertently biased outcomes because (1) the analysis courts have of the cause of insolvency, (2) the financial analysis courts rely on is subjective and (3) the financial analysis can easily be manipulated by experts. 190 The law's default position is that debtors are free to give away assets 191 and fraudulent-transfer law limits this freedom in situation where creditors are harmed as a result of the asset transfer that generates a reasonably foreseeable risk of insolvency. If the law were to instead deem fraudulent all transfers for less than reasonably equivalent value made when there was merely some foreseeable risk of insolvency, investors would not go through with transactions posing even the slightest risk to creditors. 192 In this light, courts analyze the LBO by (1) determining whether the insolvency was reasonably foreseeable at the time of transfer, before (2) addressing unforeseeable-conditions defenses under a specific-proximate-cause test or (3) under an actual cause test. The problem with using proximate causation is that there will be many factors capable of reducing cash-flows enough to precipitate insolvency. Although some insolvency scenarios will be more likely than others, only a subset of scenarios may be sufficiently likely to be foreseeable. However, whether a transfer is considered to be a fraudulent transfer should not be based solely on which of the scenarios occurred first.
Courts in at least two cases have implied that actual cause is an element of constructivefraudulent transfer. 193 The problem with using actual cause is that creditors are harmed by a transfer that leaves the transferor foreseeably likely to become insolvent, regardless of whether the transferor was on the path to insolvency prior to the transfer.
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In a bankruptcy scenario, giving away assets harms creditors by reducing the assets available to distribute among the creditors, thereby deepening the effect of the insolvency on creditors. 
Financial Analysis is Inherently Subjective
The most important component of a solvency analysis is the projected cash flows. It is important because the projected cash flows are relevant to both to a static, balance sheet approach to solvency, and a dynamic, cash-flow concept of solvency. A static approach evaluates whether the company is currently worth more than it owes whereas a dynamic approach values whether the company can service its debt as it matures.
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Projecting future cash flows involves making subjective judgments about the future state of events based on imperfect and limited data about the past and present. 197 Although projections are usually derived from sophisticated financial models, these models alone cannot prove that the assumptions on which they depend are themselves reasonable. 198 The discount rate used in DCF analysis is almost always calculated using mathematical methods that require an assumption that capital markets are efficient. 199 There are several methods of calculating and manipulating assumptions about financial states, such as equity premiums and systemic risk, or selecting one method of calculating the discount rate over another method. 200 In the context of fraudulent transfers, it becomes increasingly difficult to determine, retroactively, whether the selected cash-flow projections and financial analysis are credible, when their credibility depends on whether unknown events are reasonably foreseeable.
Moreover, there is a certain degree of uncertainty inherent to making financial projections. A business operating in the market is a complex, multi-variable system, and even the best financial model cannot accurately provide projections without at least some margin of error. Although judicial decisions have found that cash-flow projections must account for "some margin for error,  they remain silent on the exact margin of error that should be used in determining whether an insolvency was reasonably foreseeable. 202 However, even if courts provided an exact margin of error for projection, there remains the issue of determining the probability of insolvency, which is the essential element necessary to quantify the degree of foreseeability necessary to fall within the spectrum of reasonability.
Financial Analysis can easily be Manipulated by Experts
Since projecting future cash flows is inherently subjective, experts can manipulate the DCF analysis by emphasizing certain values or selecting different ones to better suit their strategy. 203 In In re Exide Technologies, for example, opposing experts used three standard valuation techniques (comparable company analysis, comparable transaction analysis, and discounted cash flow) and came to contrastingly different conclusions. 204 Although the Court eventually found in favor of the creditors' committee expert, the market proved that the Court was entirely incorrect as soon as the company exited bankruptcy. 205 As stated previously, a DCF valuation is derived from three main components: (1) projected cash flows, (2) a discount rate used to convert future cash flows into their present value and (3) a terminal value used to account for a projection period beyond which projections would be reliable. 206 In light of the equation hereunder, it is easy to see how an incremental change in the discount rate (r) or the projected growth (g) can have an important impact on the future cash flows and the terminal value. Naturally, in the fraudulent transfer context, plaintiff's experts will use a high discount rate, low growth rate and low projects, whereas the defendant's experts will usually use low discount rates, high growth rates and high projections. 207 Company Value = C 0 + PV = C 0 + ∑ ^ + Unlike a DCF analysis, which uses the market prices of the debtor, a multiples analysis embraces market value, using the market prices of similar firms. 208 However, since no two firms are perfectly comparable, some being more cost-efficient, having better growth prospects, more effective management for example, the selection of similar companies is inherently subjective; allowing for manipulation by experts who will chose the firms that best suit their strategy. 209 Moreover, once at trial, Courts and financial experts can be mislead into believing that past decisions and transfers were negligent or fraudulent because they have the benefit of present knowledge to guide them. 210 This is known as hindsight bias. There is overwhelming psychological research suggesting that judges will tend to give more credibility to projections that fit the events that actually happened than to projections that do not. 211 Since fraudulent transfer claims challenge the contingent debt in light of the fact that the debtor has become insolvent, the fact that the transfer was inadequate naturally appears more plausible than it would have originally appeared to the parties when the transfer occured. This pitfall is always present in any doctrine that attempts to analyze the past after the events have transpired and can taint the analysis, favoring the plaintiffs who will claim that the insolvency was obviously foreseeable.
VI. Reducing Uncertainty and Returning Control to the Judge
In order to avoid hindsight bias and provide a more reliable method of evaluating and measuring the solvency of a company, its volatility, capital structure and debt market prices, bankruptcy courts should seek guidance from market indicators.
The Structure and Purpose of Credit Default Swap
When courts apply fraudulent transfer law, they typically engage in an analysis that resembles the process of fixed income investors who buy or sell corporate debt (bonds) or insurance on corporate debt (credit default swaps).
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A credit default spread is essentially the difference between the company's corporate bond yield and the risk free rate.
Credit Spread = Corporate Bond Yield -Risk Free Rate Credit default swaps are derivatives that economically resemble bond insurance but can be used to speculate and hedge. 214 In a CDS transaction, there are two counterparties: a protection buyer and a protection seller, who place opposite bets on whether a third party will default on its debts (the reference debt). 215 The protection seller agrees to cover the loss of the face value of an asset if a credit eventoccurs before a specified maturity date. A credit event is a situation in which a third party defaults on its debt, restructures its debt, or files for bankruptcy.
216
In return for the protection, the buyer pays periodic fees to the seller, the premium leg. 217 The premium leg is calculated based on a quoted default swap spread, which represents the losses that would be experienced by an investor who holds a notionalamount of a third party's debt. 218 If a credit event occurs before the contract's maturity date, the protection seller pays the buyer. This payment is known as a protection leg, which essentially compensates the buyer for the loss suffered.
219
When investors trade bonds and CDS, they conduct an analysis and leave a record of their conclusions.
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Since the analysis is conducted with information available to investors at the time of the trade, the analysis reflects investors' perception of the market and company without the benefit of hindsight. Moreover, since large fixed income market participants, such as investment managers at hedge funds and investment banks, are sophisticated investors who are wellinformed and data-driven, the record they complete is likely to reflect a reasonably good assessment of the probability of default.
Whereas bond prices can trade above or below par as a result of factors that are unrelated to the probability or severity of default of the company, credit spread can reflect the difference between the bond yields, including the risk of default, with the yield on a risk-free bond. 222 Specifically, CDS are designed to permit speculate on the likelihood of default of a particular company, credit default swaps provide a more reliable method of evaluating a company's risk of default because it is based on market-based indicators of the likelihood of default than bond spreads. 223 Therefore, CDS are more reliable in evaluating a company's risk of default.
Using market CDSs Spreads to Determine the Probability of Default
There are two main approaches in credit modeling. The structural approach characterizes the default as being the consequence of a company event, following which the asset value of the company is insufficient to cover the repayment of the debt. 224 The structural seeks to determine the spread of corporate bonds based on the firm's internal structure. The reduced form approach seeks to determine the probability of the credit event, which is derived from market prices. 225 The reduced form approach is the more useful modeling approach in this circumstance, especially since it allows for flexibility in refitting the price of a variety of credit instruments of different maturities. 226 Assuming a year CDS with 4 payments, if the nominal price for the CDS is N and the issue premium is C then the size of the quarterly premium payments is NC/4. In order to find the present value of future payment, we must multiple each equation by a discount factor represented by δ . If a default even never occurs, the price of a CDS would be the discounted premium payment. Therefore, the CDS pricing model must account for the possibility of default occurring between at some time τ, which lies between t = 0 and t = 4. Assuming that the default occurs at the same time as a payment, then there are only 5 scenarios: (1-4) the credit event occurs on one of the four payment dates or (5) there is no credit event. Therefore, the total present value of the credit default swap is the product of the probability of each outcome and the present value of the payments. PV = (P 1 (K δ 1 + PVP 1 )) + (P 2 (K δ 2 + PVP 2 )) + (P 3 (K δ 3 + PVP 3 )) + (P 4 (K δ 4 + PVP 4 )) -(P 5 (0 + PVP 5 )) Using CDS has proven to be a good market indicator of the risk of default of a company. For example, let us observe the difference in perception between the General Motor and Lehman Brothers on the CDS market. Although General Motor's bankruptcy was unsurprising, given the high labor costs, liabilities and stiff competition from more efficient and effective rivals, such as Toyota, Honda and Mercedes, Lehman Brothers's bankruptcy came as a surprise. 228 The expectation of bankruptcy for both companies is accurately reflected in the charts hereunder. fraudulent conveyance statutes. 233 In calculating the market implied probability of default over a multi-year period, courts should use the credit default spreads that match the relevant fraudulent transfer period. 234 In determining the probability of default over a multi-year timeframe, courts should be cautious not to derive their determination from relatively short term credit default swaps because the probability of default may vary greatly from year to year. 235 For example, if the Target of an LBO needs to refinance its debt or it must service a large portion of its debt in 4 years, the probability of default according to the market may be relatively low over the first 3 years.
Moreover, although the market participants may believe that the probability of default is very high in year 4 due to the maturation of the a large portion of the debt, the probability of default may be relatively low in year 5, once the Target has survived the payments due in year 4. 236 Consequently, the cumulative probability of default over 5 years for bonds maturing in 1 year or 1 year credit default swaps will tend to undervalue the probability of default for years 1-3 and year 5, whereas they will tend to overvalue the probability of default in year 4 for a 5 year timeframe.
When it is necessary to extrapolate because bonds or credit default swaps of the desired term are not trading, the bankruptcy judge or financial analyst should consider bond spreads across multiple maturities and the timing of large, predictable future cash inflows and outflows. 237 Moreover, during the two years prior to bankruptcy, CDS pricing and equity pricing were highly inversely correlated, and were moderately inversely correlated as far out as three years before bankruptcy. This suggests that credit default swaps can be used as a substitute for equity prices when insolvency is at issue.
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Conclusion
The pitfalls of hindsight bias and subjective financial analyses are among the most challenging and crucial issues in bankruptcy law.
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By moving away from post-hoc expert opinion and toward objectively verifiable, contemporaneous market measures, courts can fundamentally transform fraudulent transfer law for the better.
240
Although the use of CDSs will not eliminate the need for active judicial oversight and the outside assistance of experts because courts should still confirm that markets are informed and free of manipulation, it will greatly reduce the importance of experts, the danger of hindsight bias, and the unfair burdens placed on judges. 241 As courts begin to articulate acceptable and unacceptable market-implied probabilities of default, investors and financial institutions will be able to plan and adjust their behavior before problems arise, forgoing the funding of LBOs or other transactions that would create liability. 242 When market prices become the best predictor of fraudulent transfer liability, banks can build contractual releases into their funding commitments that are tied to the relevant prices. 243 With releases in place, if the condition of the debtor deteriorates between signing and closing, the bank need not face the Hobson's choice of either walking away empty handed and being sued immediately by the LBO sponsor for breach of contract, or staying the course, collecting fees, and being sued later by bondholders under a theory of fraudulent transfer. 244 The law will be more fair, predictable, and administratively efficient, which will in turn reduce the number of ill conceived leverage transactions, rendering the economy more stable.
